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For years, going back to the early 
1950’s, theorists believed that the best 
hedge against inflation was to purchase 
high-quality common stocks and “put 
them away.” Later, the thought 
developed that portfolios of common 
stocks managed by professional 
managers provided a better way to in­
vest than to manage one’s own money.
Investment company shares, especial­
ly shares of open-end investment com­
panies called mutual funds, gained wide 
popularity as both retirement accounts 
and individuals purchased them in the 
hope of receiving inflation offsetting 
benefits from the broadly diversified 
and professionally managed portfolios 
represented by investment company 
shares.
Unfortunately, common stock prices 
as measured by the Dow Jones In­
dustrial Average are lower today than 
they were ten years ago. During the 
period when protection against inflation 
was most needed, mutual fund shares, as 
a group, failed to keep pace with rising 
goods and services prices. In fact, many 
owners of mutual fund shares have suf­
fered losses in asset values and not the 
price increases they had expected.
Extensive common stock price 
declines during 1970 and 1973-74 
produced fear in the minds of the public 
and triggered mutual fund redemptions 
and extensive liquidation of common 
stock portfolios. Even today, the 
problem lingers as a safety-of-principal 
conscious public continues to funnel 
their savings into certificates of deposits 
and other short-term investments rather 
than into common stocks and bonds.
In an effort to halt redemptions, and 
in the hope of regaining public favor, 
mutual funds and other professionally 
managed investment companies have 
developed plans which permit switches 
to be made between income oriented 
portfolios consisting mainly of fixed 
securities into performance portfolios 
made up of variable securities (common 
stocks) at negligible charges to the in­
vestor. Properly performed, switching 
should produce outstanding results. On 
the other hand, improperly timed 
switching could prove disastrous.
In this article there are numerous 
suggestions that should prove useful to 
individuals desiring to adopt a long­
term investing approach based on 
switching from one type of security to 
another or for determing when to move 
savings from mutual funds having in­
come objectives to mutual funds seeking 
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sion of investment risks, and the 
characteristics of bonds, common 
stocks, convertible issues, and invest­
ment company shares.
Investment Risks
Expectations concerning future levels 
of economic activity, future interest rate 
trends and governmental attitudes in­
fluence the price movements of specific 
types of securities. As a result there will 
be changes in the relative importance of 
the risks associated with ownership of 
the various types of investments. The 
potential risks that lie ahead should be 
considered prior to making long-term 
investments. These risks have been 
classified as purchasing power risk 
(inflation), interest rate risk (when in­
terest rates increase, outstanding fixed 
securities decline in price), financial risk
Guest Writer:
Dr. Hiram M. Helm Jr. is an Associate 
Professor of Finance at the University of 
Texas at Arlington. He is a specialist in the 
area of investments and in addition to his 
professorial duties is involved in financial 
consulting activities. He holds a BA degree 
in Geology from the University of Texas at 
Austin, an MBA in Money and Banking 
from North Texas State University, and a 
Ph.D. in Business Administration with lead 
fields in Finance and Accounting from the
University of Texas in Austin.
(bankruptcy, or declining earning 
power), market risk (loss of marketabili­
ty), and psychological risk (securities 
are easy to purchase but hard to sell). To 
repeat, these risks should always be con­
sidered prior to investing, especially if 
plans call for holding of securities for a 
long term.
The longer the proposed holding 
period, the greater the potential risk of 
becoming “locked-in” in low-yielding 
depreciated securities. There is a tenden­
cy for most individuals to follow the 
crowd and buy high and sell low. Even 
the most renowned traders found trou­
ble selling at times.1 In other words, it is 
easy to “get married to a security,” 
which means that most people should 
never attempt to trade securities on a 
short term basis. They should have long­
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term objectives, but plan to rearrange 
their portfolios in line with changing 
security market conditions. The 
possibility of a change in market con­
ditions often is revealed in the 
relationship which exists at a particular 
moment between security prices and 
security yields.
Yield Curves and Security prices
Bond indentures and preferred stock 
contracts specify the amount of interest 
or dividend payments that will be paid 
owners of the securities. These interest 
and dividend payments are fixed in size. 
Therefore, when interest rates advance, 
to compete with newly issued securities 
carrying higher interest and dividend 
payments, outstanding bonds and 
preferred stocks have to sell at lower and 
lower prices.2 When interest rates 
decline, outstanding bonds and 
preferred stocks advance in price. Ob­
viously, successful forecasting of in­
terest rate trends can produce signifi­
cant profits.
Whether or not interest rate trend 
reversals are imminent often can be 
determinded from studying yield curves 
portraying the yields available to 
purchasers of securities of varying 
maturities. When yields on long-term 
maturities are lower than yields on 
short-term maturities, (especially when 
yields of all fixed securities are at high 
levels) the probability is high that a 
decline in interest rates will soon 
develop.3 An explanation of the reason­
ing underlying the statement in the 
proceeding sentence follows.
It would normally be expected that 
higher yields would be available on 
long-term securities than on short-term 
because of the greater possibility of ex­
tensive interest rate advances over the 
long-term as opposed to the short-term. 
In other words, long-term securities ex­
pose investors to higher levels of interest 
rate risk than do short-term securities. 
Therefore, when plotted on a diagram 
having yields on the vertical axis and 
maturities on the horizontal axis, the 
curve connecting yields should be up- 
sloping to the right.
When long-term yields become lower 
than short-term yields, yield curves 
become down-sloping to the right and 
indicate that an abnormal situation has 
developed. The inference that can be 
deduced from a down-sloping-to-the- 
right yield curve is that the demand for 
long-term securities exceeds the demand 
for short-term securities. This is the time 
when switches should be made from 
short-term securities to those having 
long-term maturities.
Flat or down-sloping to the right yield 
curves usually develop only after long 
periods of credit tightening and when in­
terest rates are at high levels. Bankers 
and bond brokers shift funds into long­
term securities to obtain the high returns 
that are available, and to protect 
themselves from financial risk should 
the high interest rates produce un­
employment and business failures. The 
decline in long-term yields resulting 
from the increased purchasing may not 
be reflected in the same movement in 
short-term securities which may stay at 
high levels depending on how long the 
Federal Reserve System continues to 
pursue tight money policies.
Ultimately, when depression trends 
develop, credit has to be loosened and 
short-term interest rates drop. Long­
term interest rates may not drop im­
mediately, but in time it can be expected 
that long-term interest rates will decline, 
producing profits for investors who own 
long-term fixed securities.
Corporate Bonds and Municipals
When it appears that conditions favor 
a decline in interest rates and the deci­
sion has been made to move into long­
term securities, there is still the decision 
to be made concerning whether funds 
should be invested in Treasuries, cor­
porate bonds, or the bonds of cities, 
counties, states, and municipalities. One 
should exercise caution at this point and 
invest only in issues of high quality.
Bond quality ratings are available in 
publications of Moody’s and Standard 
& Poors Corporation which may be 
found in libraries and brokerage offices. 
Also, information pertaining to 
municipal issues can be obtained from 
private organizations which specialize 
in rating local issues. These ratings 
agencies often have their offices in the 
city where the State Capitol is located.
Remember, there is no federal in­
come tax on the interest payments 
received from owning general obliga­
tion and revenue bonds issued by 
governmental bodies other than the 
federal government. For the taxpayer in 
a high tax bracket after-tax yield on 
municipals may exceed the after-tax 
yield obtainable from purchasing 
federal government or corporate bonds 
(which are taxable).
When making long-term bond 
purchases, stay out of deep discount 
bonds unless reliable information is 
available which assures that the 
problem that has caused the bonds to 
sell at low prices is temporary and that 
there is no danger whatsoever of the 
issuer becoming bankrupt.
Inflation and Bond Investments
Properly timed long-term bond 
purchases and sales can develop profits 
which can help hedge against inflation. 
If the past is any indication of the future, 
however, the chance to make high 
profits from buying and selling long­
term bonds only presents itself about 
three times every ten years. Profits can 
be large, however, relative to the 
amount of funds invested, provided 
leverage is obtained through the use of 
borrowed money. The margin require­
ment on bond purchases is much less 
than the margin requirement on stock 
purchases. In addition, commissions 
charged to purchase and sell bonds are 
much less than the commissions charged 
to purchase and sell stocks.
It is doubtful that under a Democratic 
administration interest rates will reach 
levels reached during the Nixon and 
Ford administrations. However, should 
inflation continue and should other 
methods fail to curtail spiralling prices, 
it is possible that interest rates will again 
reach the high levels of 1974. Should this 
happen, it might be wise to purchase 
high-grade governments or corporate 
bonds and hold them for a long period 
of time.
Time Equity Investments
Again returning to yield curves: when 
the time has been reached that credit 
tightening has produced a down- 
slopping-to-the-right yield curve, 
weaknesses in the economy have already 
developed and recession is in an early 
stage. Common stock prices probably 
already have started declining and more 
than likely will continue to decline until 
it becomes apparent that Federal 
Reserve System and Treasury policies 
have been directed toward expansion 
rather than restraint.
Stock prices usually begin advancing 
several months before the stimulation is 
reflected in economic time series. The 
time to move into common stocks is 
when it becomes apparent that money is 
being injected into the banking system 
and that fiscal policies have been 
directed toward expanding economic 
activity. Stock prices will be low and 
purchases, especially of stocks of com­
panies which will benefit from expan­
sion, should be made at this time.
In the early stages of a bull (upward) 
market, prices of cyclical stocks (those 
whose earnings tend to move with the 
business cycle) and growth issues 
(stocks whose earnings tend to grow at a 
April 1978/29
rate faster than stocks in general) will 
tend to move up as a group. In time, 
(usually twelve to eighteen months after 
the bottom) the broad general move­
ment will slow and the stock market will 
become selective.
Growth Stocks
There are very few common stocks 
whose prices move up for long periods 
of time. Ultimately, increased competi­
tion or some other factor results in a 
decreased rate of upward change in ear­
nings and a slowed rate of increase in a 
company’s common stock price. There 
are exceptions, but they are difficult to 
discern and it is easy to be mistaken and 
“lock in” savings in common stocks that 
lack the essential ingredient of true 
growth. That essential ingredient is a 
competitive edge as a result of some 
causal factor such as patents, outstan­
ding management, or unusual 
marketing plans.
If it is planned to hold common stocks 
for long periods of time, funds should be 
invested in true growth stocks which 
possess characteristics which will 
provide growth in earnings at a faster 
pace than corporate earning growth in 
general. If true growth situations cannot 
be recognized (and they are not easy to 
recognize) restrict common stock 
purchases to periods of time when stock 
prices are low and sell when stock prices 
are high.
As pointed out earlier, stock prices 
are low during recessions. To determine 
when stock prices are high, the most 
consistent indicator has been the 
average yield on the Dow Jones In­
dustrial Average.
Every time period in which yields on 
the Dow Jones Industrial Average have 
fallen below three percent and stayed 
there for several months has been 
followed by significant declines in com­
mon stock prices. It appears that in­
vestors just will not purchase high-grade 
common stocks at yields of less the three 
percent range, stop purchasing even 
growth issues, sell all other stocks and 
switch out of performance oriented 
mutual funds. The Dow Jones Average 
yield can be followed in the Market 
Laboratory section of Barron’s 
Magazine.
Convertible Issues
Any discussion of long-term investing 
would not be complete without some 
mention of convertible issues. These are 
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bonds or preferred stocks which may be 
converted into common stock on a basis 
specified in bond indentures and 
preferred stock contracts. Rules of 
thumbs exist for use in evaluating con­
vertible issues.4 Generally speaking, 
convertible issues should not be bought 
when interest rates are expected to ad­
vance. More often than not, interest rate 
advances are not accompanied by ad­
vances in common stocks. Furthermore, 
losses accrue to holders of fixed 
securities during periods when interest 
rates are advancing. Finally, buyers are 
hard to find for convertible issues when 
interest rates are expected to advance.
Investment Companies
For individuals who do not wish to 
manage their own funds, but would like 
to take advantage of the benefits that ac­
crue from being invested in the right 
kinds of securities at the right times, in­
vestment companies which offer 
switching plans may be the answer to in­
vestment problem. The following dis­
cussion is included for those persons.
There are two major types of invest­
ment companies: closed-end and open- 
end. Closed-end investment companies 
can only issue the number of shares 
authorized in their articles of incorpora­
tion. Their shares, which may be traded 
either on exchanges or in the over-the- 
counter market, usually fluctuate more 
narrowly than the shares of business 
corporations. Usually they are conser­
vatively managed and keep funds in­
vested in broadly diversified portfolios. 
They may obtain leverage from sale of 
debt issues. During weak security 
markets, closed-end investment com­
pany shares often sell for less than their 
book value.
Open-end investment companies 
(called mutual funds) are required to 
redeem their shares at their net asset 
value within seven days after receiving a 
redemption request at the price existing 
at the time the request is received. They 
may, however, issue an unrestricted 
amount of shares.
Mutual funds that charge sales com­
missions in addition to the net asset 
value of their shares are called load 
funds. Those mutual funds that do not 
charge sale commissions are referred to 
as no-load funds.
Usually the sales commission charged 
by load funds amounts to eight or nine 
percent of the net asset value of their 
shares. To determine whether a specific 
fund is a load or no-load fund, check the 
“bids” and “asks” in the mutual fund 
quotations printed in most newspapers. 
If the fund is a no-load fund, the “bid” 
and “ask” will be the net asset value of 
the shares owned by the fund and they 
will be the same. If the fund has a 
loading charge, the “ask” will exceed the 
“bid” by the amount of the loading 
charge.
Since the load charges are so high, it is 
generally wiser to invest in high quality 
no-load funds. The investor quite often 
has to find these by search, as 
stockbrokers and mutual fund salesper­
sons generally push the load funds to 
receive higher commissions.
Mutual funds sometimes are sold on a 
contractual basis with the purchaser 
agreeing to purchase shares of a 
specified amount over a specified period 
of time. The term “front-end loading” 
refers to contracts which specify that the 
early payments be allocated primarily to 
pay the loading charge rather than build 
up the purchaser’s equity in the mutual 
fund. The fund may also have redemp­
tion charges, and may or may not be a 
regulated fund.
Regulated investment companies 
(companies that operate in accordance 
with rules specified by the Internal 
Revenue Service which have to do with 
sources of revenues and their distribu­
tion to share owners) are exempt from 
payment of federal income tax on the 
interest and dividend payments they 
receive.5 They are considered a conduit 
between the issuers of the securities and 
the owners of their shares. Non­
regulated companies must pay tax on in­
terest and dividends received which 
means that the earnings of the com­
panies included in their portfolios are 
taxed three times, (1) at the corporate 
level, (2) when received by the invest­
ment company, and (3) when dis­
tributed to the owners of the investment 
companies shares. For this reason, be 
sure and select a regulated company 
rather than an investment company that 
does not have regulated status.
Always study the company’s prospec­
tus before purchasing. If possible, check 
other information sources, especially 
the publications of Arthur 
Weisenberger which are considered by 
many authorities the best source of in­
formation on mutual funds. Prior to the 
selection of a specific fund, it would be 
wise to analyze performance data in­
cluded in Weisenberger publications. 
Remember, however, there is no 
assurance that past performance will be 
repeated in the future.
Investment companies are regulated 
by the Security and Exchange Commis­
sion in accordance with the provisions 
of The Investment Company Act of 
1940. Investment companies are re­
quired by this law to state their policies 
and method of operation. On a con­
tinuum ranging all the way from conser­
vatively managed companies having in­
come objectives to highly speculative 
funds having price appreciation objec­
tives (called “Go-Go Funds”), there are 
funds of all types specializing in specific 
types of investments.
During the recent past, the most 
successful funds have been those in­
vesting solely in short-term securities, 
primarily certificates of deposits and 
short-term securities. Back in the 1960s, 
however, the best performers were some 
of the no-load “Go-Go” funds. To 
forecast which type of funds will be the 
best performer in the future is difficult. 
It is believed, however, that by switching 
from income-oriented funds to funds 
having price appreciation objectives, 
and vice versa, will produce greater 
profits than would be obtained from in­
vesting in investment company shares 
and putting them away, provided the 
switching is performed at the proper 
times.
Summary and Conclusions
The purchase of broadly diversified 
groups of securities and “putting them 
away” has failed to provide inflation 
protection. With a six percent inflation 
forecast, yields on short-term securities 
and savings accounts are too low to 
offset loss of purchasing power. A need 
exists for profits as a result of price ap­
preciation which can be obtained only 
through the ownership of a small 
number of difficult-to-discern growth 
stocks or through pursuing an invest­
ment approach based on switching in 
and out of variable and fixed securities 
at the proper time.
This article includes rules of thumb 
believed useful to investors who wish to 
implement a long-term investment 
switching plan, whether it be applied to 
the purchase and sale of specific 
securities or to the switching of funds in 
investment company shares.
In addition to discussion of the 
characteristics of bonds, common 
stocks, and convertible issues, there is 
included a description of both closed- 
end and open-end investment com­
panies which should be of interest to 
readers who do not wish to manage their 
own accounts.
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